There are several reasons for suspecting that China is a victim of BEPS. Given that BEPS concerns shifting profits from countries where business activities take place, i.e. production and sales, to low-tax jurisdictions and that China is a major producer of goods and market for goods and services and has a corporate income tax rate of 25%, BEPS is a real issue for China. In addition, more than 50% of the foreign direct investment into China originated from low-tax jurisdictions, including the British Virgin Islands and Cayman Islands, and many Chinese companies making outbound investments use holding vehicles in tax havens. [10] China identifies the most common BEPS practices and structures as being: [11] 8.
For instance, Mr Jiang Yuesheng of Jiangsu Provincial State Tax Bureau has stated that China is "the largest victim of BEPS in the world" on the basis of a research report conducted by an international expert without disclosing the name of the expert or the source of the report. See The Nature of BEPS and Our Response Strategy (5 June 2014), available at www.wendangwang.com/doc/c2b322abc3b8dfa8e90f4110 (in Chinese) [hereinafter: "Jiang Speech"]. More research is needed to establish the extent of BEPS in China. BEPS practices in China are presumably different from those in the OECD countries. For example, China's capital control regime and exchange control regime probably limit the use of debt to shift profits from China.
9.
See China's reply to the BEPS Questionnaire of the UN Subcommittee, available at www.un.org/esa/ffd/wp-content/uploads/2014/10/ta-BEPSCommentsChina. UN Response re BEPS, supra n. 9.
BEPS is unfair
China regards BEPS as being fundamentally unfair. The unfairness lies in the mismatch between the location of taxation rights and the substantive economic activities. The right to tax business profits should belong to the jurisdiction where the government creates the necessary business and investment environment for MNEs and business activities are conducted, i.e.:
For many years, China has consistently been one of the world's largest recipients of foreign direct investment, played the role of a "factory of the world"; in recent years, with the rapid economic development and consistent increase in people's purchasing power, China has also become the "market of the world". As a base for production and consumption, China has created and contributed enormous value for the world, and China's value-contribution should be reflected in the allocation of profits arising from cross-border economic activities. [14] Specifically, BEPS highlights the unfairness in sharing the tax base between developed countries and developing countries, i.e.:
For a long time, in their competition with developing countries for more tax resources (tax base), developed countries have obtained most of the benefits generated by MNEs by relying on their dominant position in formulating the rules and superiority in technology and intangible property, while developing countries have obtained a very small share of the profits even though they have paid a price [for such profits] through providing huge market, cheap labour, using energy resources and damaging the environment. 
BEPS is an opportunity for reform
The problems in the current international tax system were transplanted into China when China created its income tax system.
[16] China could not create an international tax system that deviated from the international norm. By default, China was a norm-taker. As in other countries, the system has proven to be fertile ground for BEPS.
As the international tax rules were developed largely for an industrial economy, their defects were revealed when, in a short time, the Chinese economy rapidly transformed from an agricultural one to a mixed agricultural, industrial and information economy. The frustration with these flawed rules is perhaps intensified by the fact that their underlying values are not necessarily compatible with the Chinese ones.
BEPS provides an opportunity for reforming the international tax rules.
[17] China regards the BEPS initiative as an opportunity to improve basic fairness in the international tax system, i.e. the "G20 Tax Reform".
[18]
BEPS brings China to the table
The BEPS initiative brought China to the table where international tax rules are debated and their future direction is mapped. China had previously aired its views, but primarily through the United Nations.
[19] China has played a role in developing international tax rules through the UN Committee of Experts on Tax Matters (the "UN Committee") and its nonmember country status as regards the OECD Model.
[20] It is the BEPS initiative that enables China to have a seat at the table.
As a member of the G20, China presumably played an important role in putting BEPS on the global agenda. According to the SAT, as a partner of the OECD, China has played a significant role in developing the BEPS initiative. The above measures are based on the GAAR [29] and the transfer pricing rules [30] in the EIT Law. They guide the audit and assessment practices of the SAT. Under Chinese law, the SAT enjoys a wide range of delegated authority to introduce rules and measures for the implementation of provisions in the EIT Law and EIT Regulations. There is no judicial oversight in this area. The doctrine of "substance over form" in applying statutory provisions also has a long history in China and has been incorporated into the Chinese anti-avoidance legislation. Consequently, local tax authorities have acted on the directions of the SAT.
BEPS Measures in China
3.1. The GAAR
Overview
The GAAR is the first set of rules introduced by the SAT following President Xi's remarks at the 2014 G20 Summit. The timing of the official introduction of these measures indicates the importance of the GAAR as an anti-BEPS instrument. The accompanying news release was entitled "Implementing G20 Tax Reform and Forcefully Attacking International Tax Avoidance: State Administration of Taxation Standardises the Administration of the GAAR".
[31] The GAAR is believed to be the right instrument to counter BEPS, as it shares the same objective as the BEPS initiative, i.e. that of ensuring that the tax reporting of business profits is not artificially segregated from the location of business activities. The reasonable business purpose test and the concept of substance over form or economic substance underlie the GAAR.
Under Chinese law, the GAAR is a measure of last resort in addressing tax avoidance transactions. If a transaction is subject to any of the specific anti-avoidance rules (SAARs), such as transfer pricing, thin capitalization or controlled foreign corporation (CFC) rules, the SAAR is applied first.
[32] The SAT has applied the GAAR to address perceived base erosion problems arising from realization of economic values accrued in China through offshore transfers and the improper use of tax treaties.
The provision
Article 47 of the EIT Law states that:
[i]f an enterprise enters into any business arrangement without a reasonable business purpose that results in a reduction of taxable revenue or income, the tax authority has the power to make adjustments based on reasonable methods (author's unofficial translation).
[33]
The phrase "business arrangements without a reasonable business purpose" is defined in article 120 of the EIT Regulations to mean "arrangements whose main purpose is to reduce, avoid or defer tax payments".
There is no case law interpreting the meaning of the GAAR. According to the SAT's GAAR Measures, the GAAR applies only to cross-border transactions. It does not apply to transactions that are purely domestic or to non-compliance behaviour amounting to tax evasion or tax fraud. However, certain offshore transactions between non-resident enterprises are potentially subject to the GAAR if the transactions involve the transfer of taxable Chinese property (see section 3.2.2.).
[34] The GAAR may apply to cross-border transactions covered by tax treaties. Generally, the GAAR can be invoked to prevent arrangements or transactions that result in: (1) the abuse of tax preferences; (2) the abuse of tax treaties; (3) the abuse of corporate forms; (4) tax avoidance using tax havens; and (5) 
Business purpose and economic substance tests
The GAAR applies to a transaction or arrangement if it is undertaken to obtain a tax benefit and has no reasonable business purpose.
The term "tax benefit" is interpreted by the SAT as meaning a reduction, exemption or deferral of tax payable by an enterprise. [36] According to the GAAR Measures, if the sole or main purpose of an arrangement is to obtain a tax benefit, the arrangement is not undertaken for a reasonable business purpose. The GAAR provisions in the EIT Law and the EIT Regulations do not specify whether the purpose of obtaining a tax benefit must be the sole or primary purpose of the transaction or arrangement. Article 4 of the GAAR Measures clarifies the purpose test to mean the "sole" (唯一) ""or "primary" （主要）purpose. [37] In making the determination, all relevant circumstances in a specific case, including the economic substance of an arrangement, must be considered.
The concept of "economic substance" plays a key role in applying the GAAR, even though its meaning remains undefined. Without explicitly stating that tax law provisions are intended to apply to transactions with economic substance, the SAT appears to assume the existence of such an intention.
[38] Artificial transactions and entities lacking economic substance are, therefore, considered to be abusive. In applying the economic substance doctrine, the SAT regards the following to be relevant: (1) the form and substance; (2) the creation time and implementation period; (3) the implementation method; (4) the relationship between each of the steps or components; (5) the changes in each party's financial situation; and (6) the tax consequences, in respect of an arrangement.
[39]
GAAR adjustments
When the GAAR applies to a transaction, the tax consequences of the transaction are determined according to the substance-over-form principle using similar arrangements with reasonable business purposes and economic substance as the benchmark.
[40] Specific methods of adjustments include: (1) recharacterizing all or part of the transaction; (2) disregarding the counterparty of the transaction for tax purposes or to deem a specific counterparty and other counterparties as one single entity; (3) recharacterizing the income, deduction, tax incentive or foreign tax credit or the reallocation of the impugned amount among the relevant parties to the transaction; and (4) applying another reasonable method. These methods provide tax officials with specific guidance. Once the GAAR is invoked, the tax benefit arising from the avoidance arrangement is thereby denied. sales of shares in the exploration concessions in the Rovuma basin, the authorities have collected US$1.1 billion in capital gains taxes in 2013-14. Changes were made to the tax code, on January 1, 2014, to ensure taxation of capital gains resulting from a direct or indirect transfer between non-residents of assets located in Mozambique (International Monetary Fund, 2014).
[43]
In China, offshore indirect transfers generally refer to transfers of shares of a non-resident holding company by its shareholders where the holding company owns equity investments in Chinese enterprises. Gains from such transfers are technically not taxable in China, but are economically sourced in China and are believed to fall within the Chinese tax base.
Source rules for capital gains
Under the EIT Law, capital gains are subject to withholding taxes which apply to passive investment income.
[44] In contrast to passive investment income that is taxed on a gross basis, capital gains are taxed on a net basis. The source of the capital gain is defined in article 7 of the EIT Regulations as follows:
for immovable property, the source is the place where the property is located; -for movable property, the source is where the enterprise or the establishment or site of the non-resident that transfers the property is located; and -for equity investments, the source is where the enterprise invested is located.
According to these rules, the source of gains from the transfer of shares of a Chinese company is China. There are no "look-through" rules in the EIT Law. Consequently, for offshore indirect transfers, the shares sold are not those of a Chinese company, but an offshore holding company. Technically, the gains from the sale of such shares are not sourced in China. Economically, however, the value of the shares of may be derived solely or principally from the underlying shares of the Chinese company. The Chinese tax base is, therefore, eroded in the sense that the economic gain accrued in China is realized by a non-resident investor without paying taxes in China on the gain.
The SAT has relied on the domestic GAAR to attribute capital gains to a Chinese source in the Offshore Indirect Transfer Circular (2009) [45] and Offshore Indirect Transfer Circular (2015).
[46] The latter introduces the new concept of "taxable Chinese property" to convey the scope of Chinese source-based taxation on capital gains.
[47] Taxable Chinese property refers to: (1) assets of an establishment or site through which business is carried on in China; (2) immovable property in China; and (3) equity investments in resident enterprises.
[48] The SAT circular has the effect of clarifying and modifying the legislative source rules in article 7 of the EIT Regulations.
Abusive transactions
Offshore indirect transfers may take place where the original investor in China wants to dispose of its investment in China, there is a cross-border merger and/or acquisition, and an intra-group restructuring. In this regard, the SAT circulars provide guidance on abusive transfers and safe harbours.
The targeted transactions are indirect transfers that lack a reasonable business purpose and economic substance and result in the avoidance of Chinese tax. Specifically, the relevant transactions are where: (1) the transferor is a nonresident enterprise, i.e. the transferee can be a resident or non-resident of China; (2) the company whose shares are transferred, i.e. the "intermediary", holds "taxable Chinese properties"; (3) the effective transaction is the same as, or similar to, a direct transfer of the taxable Chinese property; and (4) the transaction has no reasonable business purpose.
Whether a transaction has a reasonable business purpose is assessed by considering all related arrangements and conducting a comprehensive analysis of the circumstances, including the following: (1) whether the value of equity Id., at art.1.
interests in the intermediary is principally derived, directly or indirectly, from taxable Chinese properties; (2) whether the assets of the intermediary mainly consist, directly or indirectly, of investments in China, or whether the income of the intermediary mainly consists, directly or indirectly, of income sourced from China; (3) what are the functions performed and risks assumed by the intermediary and its subsidiaries that hold, directly or indirectly, taxable Chinese properties; (4) how long have the shareholders, business model and relevant organizational structure of the intermediary existed;
(5) what is the foreign income tax on the gains from the indirect transfers of taxable Chinese properties; (6) whether the transferor's indirect investment in, and indirect transfers of, taxable Chinese properties is an alternative of a direct investment or direct transfers of taxable Chinese properties; (7) whether a tax treaty applies to the indirect transfers of taxable Chinese properties; and (8) other related factors.
A transaction is deemed to lack a reasonable business purpose in the following circumstances:
more than 75% of the value of the equity in the intermediary is derived, directly or indirectly, from taxable Chinese properties;
at any time in the year immediately before the indirect transfer of a taxable Chinese property takes place, more than 90% of the total investment, excluding cash, comprises, directly or indirectly, investments in China, or in the year before the indirect transfer of a taxable Chinese property takes place, more than 90% of the income of the intermediary is derived, directly or indirect, from Chinese sources;
the functions performed and risks assumed by the intermediary and any of its subsidiaries that, directly or indirectly, hold taxable Chinese properties are limited and are insufficient to provide their economic substance, despite the fact that they are registered in their resident jurisdiction and meet the required legal form; and -the foreign tax payable on the gain from the indirect transfer of taxable Chinese properties is less than the Chinese tax otherwise payable on the gains from a direct transfer of such properties.
In practice, three types of factors are important in determining if there is sufficient economic substance in the intermediary or transaction. The first is whether the intermediary is capable of performing functions and assuming risks on the basis of analysing the intermediary's personnel, assets and revenue relative to those of its related parties. If the intermediary has USD 100 of paid-up capital, no personnel and no other assets, while holding valuable shares of Chinese companies, the intermediary is considered to have no economic substance. The second is the time of the existence of the intermediary. If the intermediary has existed for a brief period of time before its shares are transferred, this can be considered to be evidence of the lack of economic substance. The third factor is whether or not the impugned indirect transfer is an alternative to a direct transfer of taxable Chinese properties. Market conditions, regulatory approval of the transactions, as well as the objectives and framework of the transactions are also relevant factors in determining if an indirect transfer is an alternative to a direct transfer. [49] Given that the offshore indirect transfer rules are anti-avoidance provisions, if the impugned indirect transfer does not result in a reduction or avoidance of Chinese tax, it is not abusive. The SAT lists the following as relevant to determining whether avoiding Chinese tax is a main purpose:
Whether the tax payable in a foreign jurisdiction is less than the Chinese tax otherwise payable. If so, the indirect transfer is presumed to be undertaken to avoid Chinese tax.
Whether the gains, if realized through a direct transfer, would have been protected from Chinese taxation by a tax treaty. If the gains were not to be taxed in China, the avoidance of Chinese tax is presumably not a purpose of the indirect transfer.
Whether the shares of the intermediary are publicly traded. Buying and selling publicly traded shares in companies that hold taxable Chinese properties are presumed to have a business purpose and not to avoid Chinese tax.
Whether the indirect transfers are part of an intra-group reorganization that does not result in any change in the economic ownership or divestment of the non-resident investors. Eighty percent equity ownership is required to qualify for an intra-group reorganization or 100% for companies holding immovable properties in China. Whether a non-resident investor's equity interests in Chinese taxable properties remain unchanged after the impugned transfer.
Effective look-through rules
The SAT adopted three tests for tracing the value of gains from offshore indirect transfers to a Chinese source. These are: (1) the share value test; (2) the asset test; and (3) the revenue test. They function as look-through rules.
Under the share value test, if more than 75% of the value of the shares of the intermediary is derived from taxable Chinese properties, any indirect transfer of the shares is deemed to lack a reasonable commercial purpose, thereby resulting in the gains being taxed in China. This has the same effect as defining "taxable Chinese property" to include shares of a non-resident company that holds shares of Chinese companies. If a lesser percentage of the value of the shares transferred is derived from taxable Chinese properties, an indirect transfer of the shares may still be deemed to have no reasonable commercial purpose after a consideration of all relevant factors.
Under the asset test, the source of gains from an indirect transfer is deemed to be in China if more than 90% of the intermediary's assets are investments in China, i.e. not limited to equity investments, or if more than 90% of the intermediary's revenues are derived from Chinese sources. The 90% threshold may be tested at any time in the year preceding the transfer. In effect, for the indirect transfer of shares of an intermediary that holds licences in respect of Chinese companies or debt investments in Chinese companies, any gain from the transfer is taxable in China. That is, the source of the gain accrued to the shares of the holding company is deemed to be the same as royalties or interest income earned by the company. There is, therefore, symmetry between the source rule for royalties and interest paid by Chinese companies, and the source rule for the capital gains arising from the shares of the holding company that holds the licences or debts.
Safe harbours
Safe harbours are provided where non-Chinese tax is avoided as a result of an offshore indirect transfer. Conditions for safe harbours include:
For "intra-group" reorganizations, the shareholding relationship of the transferor and transferee meets any of the following tests: (1) the transferor holds, directly or indirectly, more than 80% of the equity of the transferee; (2) the transferee holds, directly or indirectly, more than 80% of the equity of the non-resident transferor; or (3) the same party holds, directly or indirectly, more than 80% of the equity of the non-resident transferor and transferee.
[50]
For non-Chinese tax leakage scenarios, the Chinese tax payable on any subsequent indirect transfer undertaken after the indirect transfer in issue is not less than the Chinese tax payable on the same or a similar indirect transfer if it were undertaken before the indirect transfer in issue.
For share-for-share exchanges, the transferee pays all consideration in equities, excluding equities in listed enterprises, of the transferee itself or its controlled enterprises.
The anti-avoidance rules also do not apply where: (1) the shares transferred indirectly are publicly listed shares acquired by the transferor from the open market; and (2) the gains would be exempt from Chinese tax under a tax treaty had the gains been realized from a direct transfer.
Improper use of tax treaties

Overview
The SAT has dealt with the issue of treaty abuse in several ways. These include: (1) interpreting the meaning of the beneficial ownership test according to a purposive interpretation of tax treaties; (2) including an anti-abuse provision in a tax treaty, i.e. a principal purpose rule or a limitations on benefits (LOB) rule; and (3) relying on the domestic GAAR.
50.
For the purpose of the safe harbour, the shareholding percentage must be 100% if more than 50% of the value of the intermediary's equity is derived, directly or indirectly, from immovable property situated in China. The indirect shareholding percentage should be calculated by multiplying the shareholding percentages of each enterprise in the share chain (see art. 6 Offshore Indirect Transfers Circular (2015), supra n. 25). A "beneficial owner" is a person who has the right of ownership and disposal over the dividend, interest and royalty income received from China or the associated properties and rights.
Beneficial ownership
[55] Generally, a beneficial owner is supposed to conduct substantive business operations. Agents and conduit entities, therefore, do not qualify as beneficial owners.
"Conduit entities" are defined as companies that are established in the residence jurisdiction for the purpose of evading or reducing tax, or transferring profits. These entities do not perform manufacturing, distribution or management functions and possess barely enough substance to meet the minimum legal requirements imposed by the residence state. In addition to a technical legal analysis, the circular emphasizes the determination of substance on the basis of the facts of the situation.
Adverse factors are listed in BO Circular 601 as relevant to determining if a recipient of China-source income is a beneficial owner. These are:
[56] -the recipient is under an obligation to distribute all or the most of the China-source income to a resident of a third jurisdiction within a specified period; -other than holding the properties or rights that generate the income received, the recipient conducts little or no business activities;
if the recipient is a corporation or another business entity, the assets, the size of operations and the human resources of the recipient are disproportionately small relative to the income received from China; -the recipient does not, or almost does not, have rights to control or dispose of the income or the properties or rights giving rise to the income, and bears little or no risks; -the recipient is exempt from, or is not subject to, tax in the residence state with regard to the income received from China, or the recipient pays tax in the residence state but at a very low effective tax rate; and -for interest income from a loan agreement, the recipient has a loan or deposit agreement with another party with terms resembling those in the primary loan agreement.
None of the above factors is decisive. According to the circular, a determination must be based on a comprehensive analysis of all relevant factors and cannot be based solely on the existence of a specific negative factor or the absence of the tax avoidance purpose: [57] Where the recipient is an agent or nominee of another party, i.e. the principal, factors associated with the principal should be considered in making the beneficial ownership assessment. Art. 1 BO Circular 601, supra n. 51. 56.
Id., at art. 2. 57.
Art. 1 BO Announcement 30, supra n. 52.
A safe harbour is where an overseas listed company or its same-country subsidiaries receive dividends from China. If the recipient company is a resident in a treaty state and listed in that jurisdiction, it is automatically regarded as a beneficial owner. For the purpose of adverse factor 2, "investment activities" are considered to be "business activities" and treaty relief cannot be denied solely on the basis that the recipient only holds one investment. That is, a holding company should not be denied any treaty benefits simply because it has only one investment. Other factors should also be taken into account.
For the purposes of adverse factor 3, the SAT is not to draw negative inference from the fact that the recipient is thinly capitalized. No negative inference is to be drawn if the capitalization level is commercially justifiable and the interest payments on the recipient's debt do not result in a failure of the income retention test in adverse factor 1. If the registered capital of the recipient is very low, whether or not its income is commensurate with its assets, this should be assessed in light of the sources of its capital investment risk. In assessing whether or not the staffing is commensurate with the income earned, the responsibilities and nature of work of the staff should be considered, and not solely the number of staff and the size of staff costs of the recipient.
For purpose of adverse factor 4, in examining whether or not the recipient has legal capacity and right of control and disposal over the income or investments and bears risks, the following three specific issues must be analysed: (1) do the articles of association and other legal documents of the recipient grant such rights of control and disposal; (2) has the recipient exercised such rights before; and (3) is the exercise of such rights voluntary, as evidenced by the resolutions of the general meetings or board meetings, etc? The mere fact that the applicant's shares are controlled by a higher-level corporation should not negate the existence of rights of control or disposal of the applicant.
For the purpose of adverse factor 5, the fact that the offshore dividend income of a Hong Kong resident falls outside the scope of the Hong Kong profits tax under the territorial tax system should have no negative implications in determining the beneficial ownership of the income. Tax filing should also be taken into account.
Under BO Announcement 24, an investor in a collective investment scheme[59] can be treated as a beneficial owner where: (1) the overseas professional institution that manages the investment must maintain separate accounts for their own funding and the entrustment funding during the entrustment period, and collect service fees or commissions under the entrustment agreement; and (2) the investor obtains investment income and bears the relevant investment risks.
Overall, the SAT has interpreted the beneficial ownership test on the basis of the substance-over-form principle, which may elevate the test to a broader anti-treaty abuse rule. BO Announcement 24, supra n. 54 defines "entrusted investment" as equity or debt investments made by a non-resident with its own capital through an overseas professional institution and "overseas professional institution" as a financial institution approved by the home jurisdiction to conduct business in securities brokerage, asset management, capital and securities trust, etc. 60.
Principal purpose test
For instance, Austl. Under the LOB provision of the US Treaty, a corporation which is a resident of a contracting state is denied treaty benefits unless: (1) its shares are publicly traded; or (2) more than 50% of the shares of each class of the company's shares are owned, directly or indirectly, by any combination of one or more of: (i) individuals who are residents of one of the Contracting States and (ii) a publicly traded company. For relief under the dividends, interest and royalties provisions, a recipient of such income is entitled to treaty benefits if not more than 50% of the gross income of such person is used to make relevant payments to persons who are not entitled to treaty benefits. The LOB provision also states that these limitations should not apply:
if the establishment, acquisition and maintenance of such person and the conduct of its operations did not have as a principal purpose the purpose of obtaining benefits under the Agreement. Nothing in this Agreement shall prejudice the right of each Contracting State to apply its domestic laws and measures concerning the prevention of tax evasion and avoidance, whether or not described as such, insofar as they do not give rise to taxation contrary to this Agreement.
Domestic GAAR
In practice, it appears to be clear that an explicit GAAR article in a tax treaty is included for the purposes of greater certainty. The absence of such a provision in a tax treaty does not mean that the GAAR is not relied on by the SAT.
Applying domestic GAAR to deny treaty benefits may result in double taxation of the income if the treaty partner state does not agree with China's approach. For instance, where a resident of the United States sells shares of a US company that owns nothing but shares of a Chinese corporation, China may invoke its GAAR and tax the capital gains as Chinesesource income. The United States may not grant foreign tax credit for the Chinese taxes, as the gains are not taxable in China under the tax treaty.
[65] This kind of dispute is likely more common if the treaty partner is a common law country that adheres more to the form-over-substance doctrine and emphasizes textual interpretation of treaty provisions.
Improper use of corporate forms
Empty shells
A corporation is a legal fiction. The law recognizes the separate identity of a corporation and the limited liability of its owners for the purpose of promoting production and business activities.
[66] A corporation is, by nature, a business entity. Avoiding taxes is not a business activity per se. When a corporation is created for the main purpose of avoiding taxes and has no capacity to conduct any substantive activities, it is considered to be an abuse of the corporate form. companies are regarded to be shell companies if they do not carry on any production, distribution, sales, management and other substantive activities.
Empty shells are used by both foreign-based and China-based MNEs, and wealthy individuals.
[67] Chinese resident taxpayers use holding companies in tax havens, typically the British Virgin Islands and the Cayman Islands, for purposes of raising capital overseas to invest in China or move ownership offshore. It is suspected that offshore entities are also used by corrupt officials in China to hide or launder money. [68] MNEs may use holding companies to hold intangible property, equity interest or debts in subsidiaries, including those in China.
Anti-abuse measures
Using empty shells to avoid Chinese taxes is counter to the substance-over-form principle that underlies the Chinese anti-avoidance measures. The SAT has relied on the GAAR and transfer pricing rules to deny tax benefits arising from such use. For instance, payments made by Chinese enterprises to a related shell company are not deductible for EIT purposes if the shell company undertakes no functions, bears no risks or has no substantial operations or activities. [69] If the shell company is located in a treaty state, dividend, interest or royalty payments may be denied treaty benefits on the ground that the shell company is not a beneficial owner (see section 3.3.2.). Indirect transfers of equity interest in Chinese companies through the sale of shares in the shell company may be subject to the GAAR (see section 3.2.3.).
Profit shifting through transfer pricing
Overview
Transfer pricing issues occupy a prominent place in the BEPS initiative. Action 8, i.e. Intangibles, Action 9, i.e. Risks/ capital, Action 10, i.e. Other high-risk transactions, and Action 13, i.e. Transfer pricing documentation, are directly related to transfer pricing. In addition, Action 1, i.e. Digital economy, and Action 4, i.e. Interest deductions/other financial payments, involve some transfer pricing issues.
Transfer pricing is a major form of BEPS in China. [70] According to the SAT, intra-group payments of service fees and royalties are of particular significance. Service fees account for a major share of outbound payments. The range of services is very broad and the potential leakage from the Chinese tax base is significant. Royalties and intangibles have also been a major issue. The Outbound Payments Notice (2015) [71] standardizes and strengthens the administration of transfer pricing in respect of outbound payments of service fees and royalties. In its press release, the SAT stated this notice is another BEPS measure, following the introduction of the GAAR and the Offshore Indirect Transfers Measures. [72] Instead of attempting to determine the arm's length price for the intra-group service transactions, the Outbound Payments Notice (2015) denies the existence of transactions if they provide no economic benefit to the Chinese affiliate. It builds on the SAT previous views on the arm's length principle and practices in applying the transfer pricing methods. [73] length principle and the transfer pricing methodologies is officially stated in the UN TP Manual. China has identified some major challenges in transfer pricing and expressed approaches that deviate from the OECD Guidelines. Some of these are noted subsequently in this section.
A major challenge in transfer pricing is a lack of reliable, public information on comparables, i.e.:
comparable sets are often dominated by companies in developed countries, simply because there are usually a much larger number of public companies in these countries. [77] The SAT must make comparability adjustments to bridge the material differences between the Chinese market and foreign markets to account for differences in China and foreign countries when applying profit-based methods, i.e. geographical markets comparability adjustments. China regards location specific advantages (LSA), such as location savings [78] and market premium, [79] as relevant factors, as they represent advantages for production arising from assets, resource endowments, and government industry policies and incentives that exist in specific localities.
Another major challenge in applying the transfer pricing rules is related to intangibles. MNEs often provide intangibles to their Chinese affiliates in return for royalties and other payments. Over time, the Chinese affiliates contribute to the improvement of the original intangibles or create additional value of global brand name through effective marketing in the Chinese markets. Even if accepting the original royalties were reasonable, China questions:
whether the Chinese affiliate should continue to pay a royalty to the parent company for the manufacturing process, or whether the Chinese affiliates should be entitled to a return on the intangibles that they have developed and shared with the group companies.
[80]
China prefers profit-based method to address these challenges. It has also expressed different approaches to the transfer pricing issue:
-A holistic view of functions and risks may have to be adopted.
[81] A risk-based approach may have insufficient regard for the fact that there are sizeable assets located in China.
-A contribution-based approach may be more suitable than a transactional or profits-based approach. This is particularly the case where the majority of the work force and tangible assets of foreign-based MNEs are in China. An example is the electronic manufacturing services (EMS) sector, where the entire, or nearly the entire, manufacturing and assembly activities of an MNE have been outsourced to a Chinese affiliate. Under a contribution based approach, the remuneration to each party involved would be commensurate with its role and contribution to the value chain in the MNE, i.e. "[i]n this case, the assets and the people should largely dictate where the group's profits should stay".
[82] The technical legal ownership of intangibles or contractually assigned assumption of risks is not among important, or even relevant, factors.
China is open to use alternative methods. For instance, global formulary approach "should be a realistic and appropriate method".
[83] In allocating profit to a Chinese affiliate of an MNE, the SAT may "determine the property return for the headquarters, with the Chinese manufacturer earning the residual profits" [84] or "to evaluate the
The concept "local specific advantages" is defined in the UN TP Manual as "advantages for production arising from assets, resource endowments, government industry policies and incentives, etc., which exist in specific localities".
[89] It includes location savings and market premium. Location savings capture the supply-side advantages in running operations in low-cost jurisdictions and market premium refers to demand-side advantages that correspond to other advantages that the market structure offers.
[90]
Location savings are net cost savings, i.e. the savings realized by MNEs relocating from a high-cost jurisdiction to a lowcost jurisdiction are offset by dis-savings or disadvantages associated with the cost of training, lower competitiveness and a higher cost of business. Market premium refers to: the additional profit derived by a multinational company by operating in a jurisdiction with unique qualities impacting on the sale and demand of a service or product.
[95]
Such unique qualities or advantages include the existence of legal, regulatory or administrative restrictions, which limit the number of competitors and induce an artificial scarcity in the relevant market, consumer preference for foreign brands and inelastic demand for certain luxury products. In essence, the market premium concept seeks to capture the additional profit realized by an MNE through higher sales or sales at higher prices. OECD Guidelines (2010, supra n. 75, at para. 1.57, which elaborates further on the factor of geographic markets which can affect comparability as follows: "The identification of the relevant market is a factual question. For a number of industries, large regional markets encompassing more than one country may prove to be reasonably homogeneous, while for others, differences among domestic markets (or even within domestic markets) are very significant". 89.
UN TP Manual, supra n. 12, at para. Market premium is an important issue for China, as the country is becoming the "market of the world". The Chinese market also has certain distinct features in terms of its size and growth, as well as consumer preferences.
[96] One of the idiosyncratic features is the strong consumer preference for foreign brands:
Chinese consumers' general preference for foreign brands and imported products -this general preference, as opposed to loyalty to a specific brand, creates opportunities for MNEs to charge higher prices and earn additional profits on automotive products sold in China.
[97]
Recognizing the value of LSAs in transfer pricing assessment is new. The SAT has adopted a four-step approach: (1) identifying if an LSA exists; (2) determining if the LSA generates additional profit; (3) quantifying and measuring the additional profits arising from the LSA; and (4) determining the transfer pricing method to allocate the profits arising from the LSA.
[98]
In the UN TP Manual, China states that industry analysis and quantitative analysis are critical in applying this approach. Chinese LSAs are expected to result in profit allocations to Chinese affiliates because many LSAs have led to extraordinarily high profits that are rightly earned by Chinese taxpayers.
[99]
In practice, the SAT has attempted to use profit split methods where there are significant marketing intangibles or LSAs. Alternatively, it has used LSAs in performing comparability adjustments where the Transactional Net Margin Method (TNMM) is used:
For example, if the median operating expense to sales ratio for the comparable set is only 7 per cent, and the same ratio for the taxpayer is 40 per cent. To the extent that there are location savings, cost base is adjusted first. The Chinese tax administration would then calculate the additional return required for the extra efforts made by the Chinese taxpayer to derive the total return for the Chinese taxpayer.
[100]
Intra-group royalties and value creation
Payments of royalties by a Chinese affiliate of an MNE are viewed as suspicious with regard to BEPS where (1) the recipient is an entity in tax haven jurisdictions; or (2) the recipient performs no functions or assumes simple functions when a Chinese affiliate has made "special contributions" to the value of the proprietary right or when the proprietary right has decreased in value. In July 2014, local tax authorities were instructed to monitor intra-group payments of royalties with a view of strengthening the audit and enforcement of transfer pricing rules.
[101]
In assessing whether the royalties are deductible for a Chinese payer, a contribution-based value creation analysis must be undertaken. The Outbound Payments Notice (2015) states that royalties paid to a non-resident related party that merely has legal ownership of the intangible property but does not contribute to value creation in respect of the property, and are not in compliance with the arm's length principle, are not deductible in computing taxable income. [102] In other cases, the royalties should reflect the contributions by the relevant parties and the benefits to be derived. Id. The LSAs include the "market-for-technology" industry policy of the Chinese government, Chinese consumers' general preference for foreign brands and imported products, inelastic demand for automotive vehicles in China, capacity constraints on the supply of domestically assembled vehicles and duty savings from the lower duty rates on automotive parts, and a large supply of high quality, low costs parts manufactured by suppliers in China. 100. Id., at para. 10.3.5.11. 101. Notice [2014] No.146, supra n. 27. 102. Article 6 of the Outbound Payments Notice (2015), supra n. 27 refers to royalty payments to overseas related parties in compensation for incidental benefits arising from financial or listing activities, where a holding or financing company is established offshore for the main purpose of financing or listing.
the extent of contributions by each related party to the value-creation of such intangible property should be considered in order to determine each party's entitlement to the economic benefit arising from the value creation.
It provides the following guidance on how to determine the contributions to value creation in respect of intangibles and the respective economic benefits arising from the contribution:
Enterprises which are required to make royalty payments to overseas related parties about technology, brand and other intangible assets should determine the contributions made by each party to the value creation of the intangible assets in order to confirm the economic benefits that each party is entitled on the basis of analysing each party's functions performed, assets employed and risks assumed in the development, enhancement, maintenance, protection, application and promotion of the intangible assets. Furthermore, the enterprises should comply with the arm's length principle in determining whether it is necessary to make royalty payments to the overseas related parties and how much payment should be made.
Royalty payments to an overseas related party which only owns the legal rights of the intangible asset but having no contribution to its value creation are not in compliance with the arm's length principle [and] are not deductible for tax purposes. For example, where a Chinese real estate enterprise utilizes the brand or trademark of an overseas related party in its real estate development, if the trademark or brand is gradually being recognized through the process of real estate development by the enterprise and the value of the trademark or brand is increased as the result of the domestic enterprise's promotion and maintenance, the royalties payment should be regarded as not in compliance with the arm's length principle, and are thus not deductible for EIT purposes.
[103]
Erosion of the Chinese tax base through intra-group royalties is not limited to foreign-based MNEs. Some China-based MNEs transfer intangibles developed in China to offshore holding companies and license the intangibles back to Chinese operating companies in return for royalties.
[104]
The SAT approach to royalties reflects its emphasis on economic substance and contributions to value creation as opposed to a mere legal entitlement. One of the practical difficulties for the SAT is how to distinguish between royalties and technical service fees.
[105]
Where intra-group services satisfy the benefit test, the transfer pricing methodologies, especially comparable uncontrolled price (CUP) and cost plus methods, would presumably apply to determine if any portion of a payment were not deductible. The SAT's position is broadly consistent with Public Discussion Draft on Action 10 with regard to the determination of whether or not intra-group services have been provided.
In China's experience with transfer pricing investigations relating to intra-group services, a major challenge is validating the authenticity of the services provided and the reasonableness of the associated allocation mechanisms. The SAT states in the Response to the UN:
In comparison with related party buy/sale transactions, intra-group services have a wider variety of arrangements and are undertaken in many different forms. Therefore, the breadth of potential information regarding service fees could be very large (from thousands to tens of thousands pieces of information). In this regard, the tax administrations of developing countries find it difficult to verify the authenticity of these fees. Furthermore, determining whether the allocation method applied is in accordance with the arm's length principle is another practical difficulty since intra-group services are mostly charged applying an indirect charge method utilising various allocation keys. Due to the fact that most of the parent companies or service centres of multinational enterprises are located overseas, the local taxpayers can often only provide information regarding their own operations instead of an overall understanding of the entire intra-group services structure. Potential issues could comprise whether the subsidiaries in other countries that similarly benefit from the services follow the same methodology to pay the service fees and the service fees charged to the various subsidiaries.
[114]
The SAT recommends that the UN TP Manual require MNEs to provide more relevant transfer pricing documentation along the line of the country-by-country (CbC) reporting requirement in the BEPS initiative to help resolve this difficulty.
Documentation and information gathering
In the UN TP Manual and the Response to the UN re Services, China highlights the importance of, and difficulty in, obtaining information on the Chinese members of an MNE, as well as on the MNE. Asymmetry in information handicaps tax officials in their investigation of transfer pricing cases. The SAT has, therefore, taken some unilateral and international steps to address this issue.
Domestically, the SAT has introduced a "carrot and stick" strategy to improve tax compliance. For instance, with regard to offshore indirect transfers, the gains from the transfer are taxable. Although the transferor is the taxpayer, the transferee is liable to withhold Chinese taxes from the payments to the transferor, i.e. it acts as the "withholding agent". If the withholding agent fails to withhold the taxes in part or in full, the transferor is required to file and pay the taxes and submit documents relating to the calculation of the taxable gain and taxes payable.
[115] If neither the withholding agent nor the taxpayer complies, the in-charge tax authority may impose penalties on the withholding agent. However, if the withholding agent has submitted the required documents within 30 days from the date when the equity transfer contract or agreement is signed, the withholding agent may be exempted from or receive reduced penalties.
[116] The Chinese enterprise whose equity interest was indirectly transferred offshore must report the transaction to the in-charge tax authorities.
The SAT has strengthened the requirement for providing information to avoid GAAR assessment or to obtain treaty relief. For instance, the GAAR Measures (2015) require taxpayers who are subject to a GAAR investigation to provide the following material: (1) background materials for the avoidance arrangement; (2) explanatory documentation regarding the business purpose of the arrangement; (3) materials related to internal strategic decisions and administration; (4) detailed transactional information related to the arrangement; (5) communications with counterparties; (6) other material supporting the claim that the arrangement is not a tax avoidance arrangement; and (7) other material deemed necessary by the in-charge tax authorities.
[117] If the taxpayer refuses to provide this information, the in-charge tax authorities assess 114. Id. 115. The in-charge tax authority should report the offshore transfer to the tax authorities within 30 days of the taxes being paid to the state treasury. 116. Article 9 of the Offshore Indirect Transfers Circular (2015), supra n. 25, lists the following documents: (1) an equity transfer contract or agreement; (2) corporate ownership structure charts before and after the equity transfer; (3) the prior two years of financial and accounting statements for the offshore enterprise and its underlying affiliates that directly or indirectly hold Chinese taxable property; and (4) a statement of the reason why the first paragraph of article 1 does not apply to the indirect Chinese taxable property transfer. Chinese translations are required, together with the original foreign language version, of all this documentation. 117. Art. 11 GAAR Measures, supra n. 24. the tax liability using any reasonable method.
[118] The in-charge tax authorities also have the power to request any entity or individual who has planned the tax arrangement for the taxpayer under investigation to provide relevant material and documentation. [119] In order to receive treaty relief for beneficial owners of dividends, interest or royalties, the recipient must provide documentation, including bylaws of the company, financial statements, records of cash flows, minutes of meetings of the board of directors, resolutions of the board of directors, the assignment of human resources and assets, related expenses, functions and assumption of risk, loan agreements, licence agreements, transfer contracts, certificate of registration of patents, evidence of ownership, agency agreements, designated agents for receiving payments, and similar material. [120] This evidentiary burden is reduced in applying the China-Hong Kong Income Tax Arrangement (2006). [121] Internationally, China supports Action 13 on Transfer Pricing Documentation and CbC reporting. The annual CbC reporting by MNEs would provide the SAT with data for conducting transfer pricing assessments. China could also obtain information filed by the ultimate parents of MNEs through the government-to-government exchanges of CbC reports. In addition, by the end of 2014, China has concluded nine tax information exchange agreements (TIEAs) with tax haven jurisdictions.
On 27 August 2013, China signed the Convention on Mutual Administrative Assistance in Tax Matters (the "Multilateral Convention"). This is the first time China has signed a multilateral tax instrument. China has also participated in the development of a new global standard for automatic exchange of financial information, covering bank accounts and other financial assets held offshore. In 2014, China reached an "in substance" intergovernmental agreement with the United States on cooperation with the Foreign Account Tax Compliance Act (FATCA). [122] 
